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Summary
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Audit Highlights . . .
The California State Lottery:

&7 Has improved its
annual planning process
but more should be
done, including
fully integrating its
divisional plans,
setting benchmarks
for performance, and
developing a long-term
strategic plan.

M Needs to continue to
reduce administrative
costs to compensate
for the loss of Keno and
the Scratcher vending
machines.

& Can be more efficient
and effective in its sales
efforts by more fully
utilizing telemarketers,
concentrating its sales
representatives’ efforts,
and equalizing incentive
programs.

Finally, the SCO needs

to provide documentation of
its charges to the lottery
and ensure its audit work

is valuable, timely, and

not duplicative.

Results in Brief

passage of Proposition 37 in November 1984. The

primary purpose of the proposition was to provide
additional moneys to benefit education without the imposition
of additional or increased taxes. During fiscal year 1995-96,
the lottery generated revenues of nearly $2.3 billion from its five
on-line games and a variety of instant ticket games. Under the
provisions of the Government Code, Section 8880.4, lottery
revenues must be allocated as follows: 50 percent to be
returned to the public as prizes, at least 34 percent to public
education, and no more than 16 percent for the payment of
expenses of the lottery.

The California State Lottery (lottery) originated with the

This review focused on the lottery’s strategic planning efforts, its
administrative functions and expenses, mandated audit activity,
and Scratcher product distribution system. During our review,
we found:

e The lottery has made improvements to its strategic planning
process. Specifically, the lottery moved from developing a
sales-oriented annual business plan to one that incorporates
activities of all of its operating divisions. However, the
lottery can enhance its planning process by more fully
integrating its overall objectives with its divisional
objectives, developing benchmarks for its Scratcher game
sales objectives, and identifying required resources for all
planned activities.  Furthermore, the lottery needs to
develop a long-term strategic plan.

e The lottery’s preliminary administrative expenses for fiscal
year 1995-96 were within the stipulated limit of 16 percent
of total annual revenues. Over one-half of these expenses
are related to direct game costs that vary with changes in its
sales and are costs over which the lottery has little
discretion. However, with the recent loss of the Keno game
and the Scratcher vending machines, the lottery must
continue to identify ways to reduce its operating expenses.



e Over the period of time the lottery has been in existence,
the State Controller’'s Office (SCO) has charged it
$29 million for audit and claims processing services.
However, the SCO has provided little documentation to the
lottery to support these charges. Further, the SCO’s audit
reports are of limited value to the lottery, and its planned
audit work for fiscal year 1996-97 may duplicate work
performed by the lottery’s contractors.

e Merely comparing the lottery’s administrative costs as a
percentage of sales to those of other states is not a reliable
benchmark because of underlying factors that impact this
calculation. When gaming mix and other factors are taken
into consideration, California’s lottery operations are similar
in many respects to those of other state lotteries. However,
in the area of the number of sales representatives and
telemarketers, our survey of ten other state lotteries
supported our conclusion that the California lottery may not
be efficiently using its sales staff.

e The lottery’s Sales Division primarily uses district sales
representatives and telemarketing representatives to
maintain an adequate retailer network to provide steady
increases in sales and revenue. However, the lottery can
make its product distribution process more efficient by
eliminating duplication of effort, focusing the efforts of its
district sales representatives to working with retailers to
increase their sales to consumers, and equalizing the
incentive programs that it offers to its district sales
representatives and telemarketers.  Further, the lottery
should rely on its telemarketers as the primary contact with
its retailers because order gathering by telemarketing is more
efficient than by personal visits.

We plan to issue a separate report on the results of our analysis
of the lottery’s use of information technology at a later date.

Recommendations

To further improve its strategic planning process, the lottery
should integrate its organizational objectives with its divisional
objectives in its annual business plan, prioritize its
organizational goals and objectives, and document the
communication that will be needed to implement activities
involving resources from more than one division. In addition,
the lottery should expand its use of benchmarks by establishing
sales targets for individual Scratcher games or game products,



documenting the benchmarks that support the sales goals for
major game categories, using the benchmarks to evaluate the
performance of games, and implementing changes to planned
activities as necessary.

To effectively manage its operations, the lottery should develop
an adequate long-term strategic plan and modify it as needed to
accommodate changes in its business environment.

To fulfill its responsibilities related to its administrative
expenses, the lottery should continue to take aggressive action
to monitor and reduce its administrative spending. In addition,
the lottery and the SCO should cooperate in improving the
communication between the two departments. The SCO
should use separate codes for its field audit costs related to
monitoring, electronic data processing audits, and general and
administrative overhead. Finally, the SCO should carefully
assess the audit work it plans for fiscal year 1996-97 to ensure
that it is not duplicative of existing work.

To improve the efficiency of its Scratcher distribution process,
the lottery should consider reducing the number of retailers that
are routinely visited by district sales representatives and redirect
their responsibilities to work primarily with retailers that have
the potential for increased sales. If the lottery does this, it may
be able to reduce the number of its district sales representatives
and thus lower its cost of sales. In addition, the lottery should
consider using its telemarketers as the primary point of contact
for the majority of its retailers, mail information on new
Scratcher games to the retailers rather than having the district
sales representatives deliver them, and modify the sales
incentive programs offered to district sales representatives and
telemarketers for equability. Finally, the lottery should consider
these alternatives during the implementation of the Scratcher
automation project to take advantage of any additional
opportunities to make its product distribution system more
efficient.

Agency Comments

The lottery generally concurs with our recommendations and
suggestions as to how the lottery can improve its planning. In
addition, the lottery stated that it will continue to closely
monitor its expenses, as well as restructure and rebuild its
organization. Finally, although the lottery does not fully agree



with our conclusions related to increased efficiency of its
Scratcher distribution process, it will continue to evaluate and
implement various programs to determine the most efficient,
effective, and economical product distribution process.

The SCO believes that the recommendations contained in our
report are supportive of its direction, mission, and priorities. In
addition, the SCO stated that in May 1995, it recognized the
need to improve its relationship with the lottery and that
progress had been made over the past year. However, the SCO
disagrees with our assessment of the value of the SCO’s past
audit efforts and its planned audit activities.



Introduction

passage of Proposition 37, the State Lottery Initiative

Constitution Amendment and Statute (lottery act) in
November 1984. The primary purpose of the lottery act is to
provide additional moneys to benefit public education without
the imposition of additional or increased taxes. The lottery act
requires the lottery to produce the maximum amount of net
revenues to supplement the total money allocated for education
in California.

The California State Lottery (lottery) originated with the

Organization of the
California State Lottery

The lottery act states that the lottery shall be administered by a
five-person commission appointed by the governor with the
concurrence of the Senate. Commissioners are appointed for
five-year terms. At least one of the commissioners must have a
minimum of five years’ experience in law enforcement, and at
least one must be a certified public accountant. No more than
three commissioners can be members of the same political
party. Although the lottery act states that a five-person
commission is responsible for administering the lottery, with
the exception of the three months between October and
December 1994, the lottery has operated with a commission of
only four members since December 15, 1993.

The commission has final approval in setting policy direction
within the constraints of the lottery act and must consider the
particularly sensitive nature of the lottery in all its decisions.
Commissioners meet monthly to approve game rules and the
way prizes are paid, to approve major contract awards, and to
decide critical policy issues.

The lottery is organized into an executive division and five
operating divisions. The executive division consists of the
interim director, chief deputy director, and five offices: Legal;
Internal Audits; Public Affairs; Business and Employee
Assistance; and Legislative Liaison. The director supervises
and administers the operation of the lottery in accordance with
the lottery act and the rules and regulations promulgated by the



Figure 1

commission.
June 12, 1996.

of June 1996.

The current interim director was appointed on
Figure 1 shows the lottery organization as

The Organization of the
California State Lottery
as of June 1996
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The Lottery’s Games

The lottery sells two basic types of products, on-line games and
instant ticket games. During fiscal year 1995-96, the lottery ran
five on-line games: a daily three-digit numbers game (Daily 3),
a six-times weekly four-digit card game (Decco), a 5/39 lotto
game (Fantasy 5) with five draws per week, a twice-weekly 6/51
lotto game (Superlotto), and Keno, with draws every five
minutes. In the on-line games, players can select their own
numbers and enter them into the terminal using an optical mark
reader play slip. The retailer can also enter the numbers
manually. If players do not wish to make their own selections,
the computer system will generate numbers using a random
number generator at the on-line terminal and produce the
ticket, called a “quick pick.” Approximately 13,000 retailers
offer the on-line games; these retailers may also sell the instant
ticket games.

In the on-line games, all tickets are potential winners until the
lottery conducts the respective drawings for the games. In
the SuperlLotto game, the jackpot prize amount accumulates
until someone wins by matching all six winning numbers.
When the prize amount reaches $20 million, the lottery
experiences larger sales; this period is called “lotto fever.”

The other type of lottery product, the Scratcher ticket, is
commonly known as an instant ticket game.  Scratcher
tickets are aluminum foil-based or recyclable bulk paper with
a latex-coated scratch-off section. The player scratches off the
latex to find out whether the ticket is a winner. The lottery
designs its Scratcher games around a variety of themes and
offers different prize structures. During fiscal year 1995-96, the
lottery introduced 24 new Scratcher ticket games and had over
20 different games running at any one time. Approximately
9,000 retailers sell the Scratcher tickets only; they do not sell
the on-line games.

Scratcher Automation

Nationwide, 23 of the 37 state lotteries have a system in
place to automatically validate winning instant tickets.
California is currently implementing its Scratcher automation
project. When fully implemented, Scratcher automation will
allow all retailers to automatically validate any Scratcher ticket
through an on-line terminal or instant ticket validation machine,
and be reimbursed for payment of any prize less than $600,
regardless of where the customer purchased the winning ticket.



To provide Scratcher validation capability to its high-volume
retailers, the lottery will add bar code readers to the clerk
activated on-line terminals currently in use. The lottery will
install what it calls LINK terminals at new retailer locations
and at existing retailer locations that do not currently sell
the on-line games. The LINK terminals will perform all on-line
game transactions as well as Scratcher validation.  For
retailers that sell only Scratcher tickets, the lottery will install
validation terminals that will only perform Scratcher validation
transactions.

Currently, the lottery discounts the cost of Scratcher ticket packs
to its retailers in order to reimburse the retailers for the low-tier
and free ticket prizes that the retailers pay to winning
customers. When the Scratcher automation project is complete,
the lottery will no longer discount the price the retailers pay for
Scratcher tickets for the prizes paid by the retailer. This is
because the Scratcher validation system will provide a process
for the lottery to reimburse retailers for paying any prizes less
than $600. In addition, the system will provide periodic reports
for the retailers.

Total sales generated from lottery games during fiscal year
1995-96 were nearly $2.3 billion. Figure 2 shows the
distribution of revenues by on-line games and Scratcher tickets
for the fiscal year.

Statutory Requirements

The lottery act stipulates how the lottery’s revenues are to be
allocated. Fifty percent of the total annual revenues must
be returned to the public as prizes and at least 34 percent
must be allocated to public education, in addition to all
unclaimed prize money and interest earned on funds held in the
State Lottery Fund. No more than 16 percent of the total annual
revenues can be allocated for the payment of expenses of the
lottery. To the extent that expenses of the lottery are less than
16 percent of the total annual revenues, any surplus funds must
also be allocated to public education.

The lottery act stipulates that certain audits and reviews will be
performed periodically. Each year the lottery is required to
have an audit of all its accounts and transactions performed
by an independent firm of certified public accountants.
The audited financial statements must be presented to the
commission, the governor, the state controller, the treasurer,
the state attorney general, and the Legislature not more than
120 days after the close of the fiscal year.



Figure 2

Percentage of Lottery Revenues by Game
Fiscal Year 1995-96
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Fantasy 5 3% 1%
5%

Keno
16%

Superlotto
49%

Scratchers
26%

Note: Based on unofficial revenue numbers for fiscal year 1995-96.

Every two years, the lottery must engage an independent firm
experienced in security procedures to conduct a comprehensive
review of all aspects of security in the operation of the lottery.
The portion of the report containing the overall evaluation of the
lottery in terms of each aspect of security must be presented
to the commission, the governor, the state controller, the
treasurer, the state attorney general, and the Legislature.
The portion of this report containing specific recommendations
has a more limited distribution.

Periodically, but at no specified interval, the lottery director
must engage independent firms to conduct demographic studies
of lottery players and studies of the effectiveness of lottery
communications.  In addition, the lottery act requires the
state controller to conduct quarterly and annual post-audits of
all accounts and transactions of the lottery and other special
post-audits as the state controller deems necessary.

The lottery act also imposes limitations on the types of lottery
games that may be offered. For example, no lottery game may
use the theme of bingo, roulette, dice, baccarat, blackjack,



Lucky 7’s, draw poker, slot machines, or dog racing. |In
addition, in lottery games utilizing tickets, each ticket must bear
a unique number distinguishing it from every other ticket in that
game. Finally, in games utilizing computer terminals or other
devices, no coins or currency shall be dispensed to players from
such computer terminals or devices.

Recent Events Reducing
Future Revenues

On June 24, 1996, the Supreme Court of California ruled the
lottery’s Keno game illegal because it is a banking game.
Specifically, each participant bets against the lottery for a
fixed payoff of up to $250,000, depending on how many
numbers were played and how many were matched. The
lottery immediately suspended the game when the ruling
was announced. In addition, on July 3, 1996, the state
attorney general opined that the lottery’s Scratcher vending
machines were an illegal method of distributing Scratcher
tickets. The lottery immediately apprised its retailers to stop
using the machines. The state attorney general is currently
reviewing the legality of the lottery’s remaining games.

Based on preliminary totals for fiscal year 1995-96, the
Keno game generated revenues of about $378 million, or
16.5 percent of total revenues. The Scratcher vending machine
retailers accounted for approximately $200 million or
8.7 percent of the lottery’s total revenues. As a result of these
rulings, the lottery is estimating revenues for fiscal year 1996-97
to be approximately $1.9 billion, a reduction of about
$500 million or 22 percent.

Scope and Methodology

The purpose of this audit was to perform a comprehensive
performance audit of the lottery’s operations with emphasis on
the areas in which the lottery can be more efficient and
effective. Specifically, we were asked to review the following
areas:

e The lottery’s process for maintaining an up-to-date strategic
plan;

e Benchmarks the lottery uses to measure its performance and
corrective action taken based on this evaluation;



e The efficiency and effectiveness of the lottery’s management
systems and organizational structure;

e All audit activity mandated by the lottery act for unnecessary
duplication and whether the costs and benefits of these
audits provide value to the State and to the general public;

e The lottery’s methods of operation, types of budgetary and
legislative oversight, types of gaming offered, administrative
costs, staffing, sales levels and trends, and other relevant
benchmarks, compared to other lotteries throughout the
United States; and

e The lottery’s use of information technology. The results of
this work will be discussed in a separate report issued at a
later date.

To determine whether the lottery’s strategic planning process
was current, we traced selected elements of the fiscal year
1996-97 annual business plan to the divisional plans prepared
by the individual divisions. We also identified the performance
measures or benchmarks established by the lottery in its
planning process and determined whether these performance
measures provide an adequate assessment of the lottery’s
progress toward meeting its goals and objectives. Further, we
identified those elements of a long-term plan that are not a part
of the lottery’s vision statements and analyzed whether the
elements could be an effective part of a long-term plan for
the lottery. In addition, we determined whether other state
lotteries have developed strategic plans.

To determine the effectiveness and efficiency of the lottery’s
operations, we reviewed the following areas:

e Staffing levels;

e Administrative activities and expenses;
e Marketing and sales methodologies;

e Procurement and contracting policies;
e Claims processing; and

e Fiscal controls and reporting.














































































































































































